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United States of America
V.

Arthur Young & Company
and
Amerada Hess Corporation
(Docket No. 82-687)
To be arguedJanuary16, 1984

ISSUE
This case is being watched anxiously by certified
public accountants throughout the country and by their
publicly-held corporate clients. At stake is their ability to
produce or withhold from IRS scrutiny tax accrual
workpapers. In particular, workpapers which evaluate
the sufficiency of the amount set aside by the taxpayer in
a reserve held to cover any additional income tax payments that might later be deemed due for past years.
The IRS claims that the broad statutory summons power
given to it by the Code includes the ability to summon
tax accrual workpapers. Arthur Young & Company and
Amerada Hess Corporation claim that the workpapers
are subject to a qualified privilege and thus cannot be
summoned without the IRS substantial need. They argue that without the protection of a qualified privilege,
independent auditors will not be able to count on the
completely open and frank cooperation of their corporate clients.
FACTS
Arthur Young & Company has served as the independent auditor of Amerada Hess Corporation since
1971. Federal securities laws require publicly-held corporations to file annual independently certified financial statements with the Securities and Exchange
Commission. As part of the certification process, the
independent auditor must evaluate the adequacy of the
corporation's stated reserve for potential tax liability. In
the course of this evaluation, the auditor typically prepares tax accrual workpapers which document its conclusions. These usually include both factual information
about the corporate taxpayer's filed tax returns and
underlying data and an analysis by the auditor of the
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strengths and weaknesses of the taxpayer's various positions.
In May of 1975, the Internal Revenue Service began
an audit of Amerada Hess' income tax liability for 1972
through 1974. In April, 1978, a summons was issued to
Arthur Young, requesting some 250,000 pages of documents. Included among the requested documents were
the tax accrual workpapers that related to the years 1972
through 1974. Arthur Young resisted this portion of the
summons, and in October, 1979 the government began
a proceeding to enforce the summons. Amerada intervened and both companies filed answers indicating they
opposed enforcement of the summons.
The United States District Court for the Southern
District of New York ordered Arthur Young to produce
the tax accrual workpapers. The Second Circuit Court
of Appeals reversed this decision. It agreed with the
district court's finding that the workpapers are relevant
to the IRS audit of Amerada, but it held that there is a
genuine conflict between the IRS's interest and the interest of the investing public in accurate financial information. It resolved the conflict by creating a limited
workproduct privilege. It held that tax accrual workpapers are only summonable if the IRS can show sufficient
need to "justify invading the integrity of the auditing
process.
BACKGROUND AND SIGNIFICANCE
The relationship between an independent auditor
and the corporation it audits is an interesting one that is
not really analogous to any other common professionalclient relationship. In one sense, the auditor's principal
responsibility is to the public to whom it is certifying the
accuracy of the corporation's financial statements. Yet
because the audited corporation both hires and fires the
auditor, it is important to the auditor that their
relationship not be an adversarial one. It relies on the
willing cooperation of the corporation to provide it with
a full and frank account of all information which might
be relevant to the certification of the corporation's financial statements.
Tax accrual workpapers are prepared in connection
with the certification of a company's tax reserve. ITraditionally, this has been an area within the audit process
where the accuracy of the auditor's public representation has been especially reliant on the cooperati\C
relationship between the auditor and its client. Ihe

workpapers are the propert\ of the auditor but they
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often include considerable discussion of the most vulnerable positions taken by the corporation on its tax return
and would thus be of interest to the IRS. Until fairly
recently, however, the IRS conducted its tax audits without seeking tax accrual workpapers and the independent auditor prepared them without concern that it
might thereby increase its client's tax liability.
The IRS has changed its course. In the late 1970's, it
began to exercise its summons power in an effort to
obtain the tax accrual workpapers of corporations' independent auditors. In a period when lack of tax compliance has become a significant (some would say alarming)
problem, the IRS motivation is fully understandable. It
wants to maximize tax collection by obtaining all the
information that it can get with respect to a taxpayer's
possible tax liability and it wants to marshall the information cost effectively.
The distress felt in the accounting and corporate
worlds as a result of this development is equally
understandable. The very nature of the delicate
relationship between independent auditors and their
corporate clients is threatened. If an auditor's tax accrual workpapers could be routinely summoned by the
IRS, there would be a very thin line for the audited
corporation to tread between complying fully with the
securities laws and revealing more than it cares to
(through its auditor's tax accrual workpapers) to the
IRS. At the same time, the auditor would find itself'
necessarily in an oddly adversarial relationship with its
client as it sought to perform its audit function in
accordance with the standards of the profession.
The issue in this case is framed in terms of the propriety of the lower court's having created a limited privilege for tax accrual workpapers. The arguments are
directed accordingly. The traditional relationship between certified public accountants and their publiclyheld corporate clients is what is really at stake.
ARGUMENTS
For the United States

1. Congress has given the IRS broad statutory authority
(in sections 7601 and 7602 of the Internal Revenue
Code) to obtain information that is relevant to its
investigations of potential tax liability. Both the history and the language of the current Code confirm
that the duty to produce summoned documents is "an
expansive duty limited principally by relevance and
privilege."
2. Tax accrual workpapers contain evidence that is unquestionably relevant to the IRS's investigations. Both
of the lower courts in this case held that Arthur
Young's tax accrual workpapers are relevant to the
investigation of Amerada.
3. Tax accrual workpapers are not protected from disclosure by either a workproduct privilege or an accountant-client privilege. The law has recognized an
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attorney workproduct privilege but not an accountant
workproduct privilege because of important differences in the functions of attorneys and accountants.
The certified public accountant is independent of a
client and is hired to make public reports rather than
to give confidential advice.
4.Even if some communications between clients and
accountants could be deemed privileged, the rationale for such a privilege does not exist in this case.
The sanctions of the federal securities laws are sufficient to provide the corporate taxpayer with the necessary incentive to be candid with its independent
auditor. No privilege is needed to achieve that result.
5. The court of appeals erred in assuming that there is a
conflict between the IRS's summons authority and
the securities regulations statutes. Moreover, even if
there were a potential conflict between the policies
underlying the laws, the resolution of the conflict
would lie properly with Congress and not with the
courts.
For Arthur Young & Company

1. It would run counter to principles of fundamental
fairness to give the IRS access to an auditor's tax
accrual workpapers absent the most compelling circumstances. It would also erode important professional relationships whose preservation is critically
important.
2. In determining whether to enforce a summons, the
effect of enforcement on countervailing congressional policies must be taken into account. Here, the
important countervailing policy is Congress's effort to
provide safeguards to investors by requiring that all
publicly-held companies provide the public with audited financial statements which are based on full and
frank disclosure. This competing policy requires the
denial of IRS access to tax accrual workpapers absent
extraordinary and compelling circumstances.
3. The Second Circuit acted both appropriately and
properly when it created an auditor's workproduct
doctrine for tax accrual workpapers.
4. The tax accrual workpapers are neither relevant nor
material to the investigation. All of the facts which are
contained in the workpapers are otherwise available
and all of the other material is analytic, impressionistic, speculative and was prepared after the tax returns
under investigation were prepared.
For Amerada Hess Corporation

1. The Second Circuit did not err when it created a
qualified privilege for the tax accrual workpapers of
an independent auditor. Although section 7602 gives
the IRS broad authority to summon the production
of "books, papers, records, or other data which mav
be relevant or material," its potential for abuse was
limited by the statutory imposition of Judicial superviPREVIEW

sory authority. (section 7604(b)) As the court below
recognized, access by the IRS will inhibit the quality
and depth of required financial reporting.
a. The mandatory disclosure of tax accrual workpapers would have a chilling effect upon the efficacy of
the independent auditor's verification of the tax reserve. Although most corporations might still try to
comply fully with the disclosure requirements of the
securities laws, the risk of the IRS's discovery of their
planned negotiating positions will lead some corporations to make more conservative and less complete
assessments of their potential tax liability.
b. The privilege created below is a qualified one. It is
limited to the tax accrual workpapers of the independent auditor and does not extend more generally to
accountants and their clients or to the workproduct of
accountants.
c. In 1982, shortly after the decision of the Second
Circuit, Congress enacted legislation which encourages disclosure of the relevant facts relating to "questionable positions" taken by taxpayers. It does not
require disclosure of their judgments, doubts and

uncertainties about possible tax liability, and the accompanying Senate Report explicitly states that "the
Secretary shall in no event require disclosure of accountant's workpapers."
d. The IRS itself, in revised internal guidelines for
requesting tax accrual workpapers, in effect gives
them qualified workproduct privilege status.
2. Tax accrual workpapers are not relevant to a civil
audit and do not contain purely factual data within
the scope of section 7602.
AMICUS CURIAE BRIEFS
Amicus briefs on behalf of Arthur Young and Amerada Hess were filed by the American Institute of Certified Public Accountants, by Arthur Anderson & Co.,
Alexander Grant & Company, Coopers & Lybrand, Deloitte Haskins & Sells, Ernst & Whinney, Peat, Marwick,
Mitchell & Co., Price Waterhouse, Seidman & Seidman,
and Touche Ross & Company, by the Chamber of Commerce of the United States, by the Committee on Corporate Law Departments of the Association of the Bar of
the City of New York, by the El Paso Company and by
Tax Executives Institute, Inc.
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